Section 385 Regulations: New Perspectives on Debt vs. Equity in International Transactions by Cohen, Steven J.
Hastings International and Comparative Law Review
Volume 5
Number 3 Spring 1982 Article 5
1-1-1982
Section 385 Regulations: New Perspectives on
Debt vs. Equity in International Transactions
Steven J. Cohen
Follow this and additional works at: https://repository.uchastings.edu/
hastings_international_comparative_law_review
Part of the Comparative and Foreign Law Commons, and the International Law Commons
This Article is brought to you for free and open access by the Law Journals at UC Hastings Scholarship Repository. It has been accepted for inclusion in
Hastings International and Comparative Law Review by an authorized editor of UC Hastings Scholarship Repository.
Recommended Citation
Steven J. Cohen, Section 385 Regulations: New Perspectives on Debt vs. Equity in International Transactions, 5 Hastings Int'l & Comp.L.
Rev. 515 (1982).
Available at: https://repository.uchastings.edu/hastings_international_comparative_law_review/vol5/iss3/5
Section 385 Regulations: New
Perspectives on Debt vs. Equity in
International Transactions
By STEVEN J. COHEN*
B.B.A., 1966, JD., 1969, University of Wisconsin; LL.M., New York Univer-
sity, 1970; Partner and International Tax Regional Director, Touche Ross &
Co., San Francisco.
I. INTRODUCTION
A. Significance of debt vs. equity question
1. Interest is generally deductible, while dividends paid on
equity investments are not.
2. Interest is fully taxable to a non-corporate creditor, but
distributions with respect to stock may be taxable as a
dividend only to the extent of the corporation's earnings
and profits.
3. Interest is fully taxable to a corporate creditor, while
dividends from domestic corporations are taxed at a low
rate or not at all. See Internal Revenue Code (I.R.C.)
§ 243 (1982).
4. Dividends from a foreign subsidiary to certain United
States corporate shareholders may also generate a sec-
tion 902 "deemed paid" foreign tax, while interest pay-
ments would not.
5. Repayment of debt is a tax-free return of capital to the
creditor to the extent of the creditor's basis in the obliga-
tion. A return of equity, other than in liquidation of a
corporation, however, is treated as a dividend to the ex-
tent of the corporation's earnings and profits.
* This outline was prepared for Mr. Cohen's presentation and was provided to all
attendees. Since the preparation of this outline, and in light of comments from the public,
the proposed regulations have been withdrawn and are anticipated to be re-issued with con-
structive modifications. The contents of this outline should be compared with these soon-to-
be-issued proposed regulations.
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6. In the international context, the repayment of equity
between two controlled foreign corporations (CFC) may
generate foreign personal holding company income via
a dividend characterization and thereby cause the un-
remitted earnings of the recipient CFC to be currently
included in the U.S. shareholder's U.S. tax return.
B. Basic concepts of the section 385 regulations (old and
new)
1. The regulations seek to limit the general and sometimes
conflicting standards of case law by focusing on certain
factual determinations with safe harbors predicated on
mechanical rules.
2. There appears to be flexibility in the classification of all
or a part of certain indebtednesses as equity.
C. History of section 385 regulations
1. The Tax Reform Act of 1969 authorized the Secretary of
the Treasury to prescribe regulations pursuant to section
385.
2. Final regulations under section 385 were published on
December 31, 1980, to apply to certain interests in cor-
porations created after April 30, 1981. However, after
comments were received, the effective date was extended
to December 31, 1981.
3. Treasury and the Internal Revenue Service have made
changes to the earlier regulations.
a. The new final regulations replace the old and are to
be effective for certain interests in corporations only
if the interests are created later than ninety days
after publication of the revisions as a final rule, but
in no event will they apply to interests created ear-
lier than January 1, 1983.
b. A public hearing on these proposed regulations was
held on March 10, 1982. The proposed regulations
were published January 5, 1982. 47 Fed. Reg. 162.
D. Coverage of presentation
This outline will summarize the changes affecting foreign
investors in the U.S.
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II. SUMMARY OF CHANGES IN THE PROPOSED
REGULATIONS
A. Loans made by or to a foreign corporation are temporarily
exempted from the section 385 regulations.
1. Presumably, general case law will control.
2. Prudence dictates adherence, where possible, to the
proposed regulations even though not specifically
applicable.
B. Loans made by a bank to a corporation that are guaranteed
by the debtor corporation's parent are not covered.
C. Proportionality has been defined based on whether the total
common ownership of stock and purported debt exceeds
50%.
D. The safe harbor debt to equity limit has been increased
from 1:1 to 3:1, and the range of permissible interest rates
has been expanded to include the section 482 safe harbor
rates (presently 11-13%). Treas. Reg. § 1.482-2(a)(2) (Supp.
1982). The general rules of 3:1 on inside debt and 10:1 on
outside debt remain intact.
E. Demand loans and open account advances will not be re-
classified as equity if they are repaid within 120 days after
the end of the year in which the loan is made.
F. The computation of the debt to equity ratios permits taxpay-
ers to use an adjusted cost for property that does not reflect
the accelerated cost recovery system (ACRS).
I. INTERNATIONAL TRANSACTIONS
A. "Until such time as further regulations relating to the appli-
cation of the section 385 regulations to international trans-
actions are issued, any instrument issued in an international
transaction or any loan described in § 1.385-7 [dealing with
cash advances] made in an international transaction is
outside the scope of the section 385 regulations. For pur-
poses of the preceding sentence, an instrument or loan de-
scribed in § 1.385-7 is issued or made in an international
transaction if it is an instrument issued by or to, or a loan
described in § 1.385-7 made to or by, (i) a person that is not
a United States person [e.g., a Japanese corporation], or
(ii) a domestic corporation dividends from which are or
No. 3]
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would be treated under section 861(a)(2)(A) as income from
sources without the United States [te., a U.S. corporation
that receives less than 20 percent of its gross income from
U.S. sources]." Prop. Reg. § 1.385-1(b)(3).
B. "Any interest outside the scope of the regulations under
section 385 will be treated as stock or indebtedness under
applicable principles of law without reference to the regula-
tions under Sec. 385." Prop. Reg. § 1.385-1(b)(5).
C. Elimination of guaranteed loan regulation
1. A loan guaranteed by a shareholder may, under relevant
legal principles, be treated as a loan to the shareholder
followed by a capital contribution of the loan proceeds
by the shareholder to the corporation. See Plantation
Patterns, Inc. v. Commissioner, 462 F.2d 712 (5th Cir.
1972), cert. denied, 409 U.S. 1076 (1973).
2. This area represents a major concern for the foreign
investor making loans to a U.S. subsidiary. The conse-
quences may be the disallowance of the interest deduc-
tion and the imposition of a U.S. withholding tax not
only on the interest payment, but the entire payment of
principal.
a. This is particularly onerous for Japanese
corporations which typically finance the capital of
U.S. subsidiaries with shareholder guaranteed bank
borrowings.
b. "The reason [for omitting the guaranteed loan
section] is to clarify-it is hoped beyond a doubt-
that the section 385 regulations are not intended to
change existing case law relating to the circum-
stances under which a third party loan to a corpora-
tion which is guaranteed by a shareholder will be
recharacterized as a loan to the shareholder followed
by capital contribution by the shareholder to the cor-
poration. Thus, the existing case law, including such
cases as Plantation Patterns, Inc.... will continue
govern whether such recharacterization is appropri-
ate." Preface to Prop. Reg. § 1.385, 47 Fed. Reg.
47,169 (1982).




1. Factors indicating whether a creditor is independent
(with debt to independent creditors treated more favora-
bly) are:
a. whether the creditor has stock holdings (direct or
attributable) in the issuing corporation and, if so, the
size of such holdings;
b. whether the creditor has a relationship with the
corporation other than that of a creditor, e.g., as an
employee, supplier, or customer; and
c. whether the creditor is related to the individual
shareholders of the issuing corporation including
(but not limited to) the relationships described in
Section 318(a). Prop. Reg. § 1.385-6(b)(1).
2. Previously, a creditor could only be independent if it
owned, actually and constructively, less than 5% of the
borrower-corporation. Many banks, particularly in Ja-
pan, may own more than 5% of the borrower-corpora-
tion. Therefore, the independent creditor exception
does not assist.
E. Other changes
1. Proportionality is deemed to exist if the total overlap of
ownership of stock and the class of instruments exceeds
50%.
a. If proportional ownership is coupled with excessive
debt, the entire instrument may be reclassified as
equity.
b. If not proportional, reclassification does not occur
even if the debt is excessive. Prop. Reg. § 1.385-
6(a)(2).
c. However, proportionality will be deemed to exist if:
1) "The instrument is held by a person who owns,
actually or constructively, at least 25% of the
value or voting power of the issuing corporation's
stock; and,
2) the issuing corporation's debt-to-equity ratio
exceeds 10:1." Prop. Reg. § 1.385-6(a)(2)(vi).
2. The current regulations provide that interest on an
instrument would be considered reasonable if:
No. 31
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a. the debt-to-equity ratio of the issuing corporation
did not exceed 1:1;
b. the rate charged equaled the rate in effect under
section 6621 of the Internal Revenue Code (relating
to the rate of interest payable on overpayments or
under payments of tax), the local prime rate, a rate
determined by the Secretary of Treasury taking into
account the yield of U.S. obligations of comparable
maturity, or any rate in between; and
c. all principal and interest were paid on time.
3. The proposed regulations increase the debt-to-equity
limit from 1:1 to 3:1. See Prop. Reg. § 1.385-6(f)(2)(ii).
In addition, they add as safe harbor interest rates the
safe harbor interest rates provided in the section 482
regulations. See Prop. Reg. § 1.385-6(f)(2)(i)(A). At
present, the section 482 safe harbor rates are 11 to 13%.
4. Although this debt-to-equity limit was liberalized, the
debt-to-equity limits applicable in determining whether
a corporation has excessive debt were not changed.
These limits remain 3:1 for. inside debt and 10:1 for
outside debt. See Prop. Reg. § 1.385-6(g)(3).
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